    International Financial Management
                                                                                                                   
                                                                                                                        
              Currency Risk Management Strategies of      
                        Multinational Corporations

Lecturer: Zinab Atta
Student name: Mihail Roussev
Student number:2115133

























Table of Contents

Introduction	3
External Hedging Methods	4
Influences On Currency Risk Strategies	5
Evaluation and Conclusion	6
References	7




[bookmark: _Toc153900952]Introduction

Multinational corporations (MNCs) operating across multiple countries can be exposed to foreign exchange risk from currency fluctuations. Foreign exchange risk refers to unexpected shifts in exchange rate movements that affect cash flows and market values of MNCs (Madura, 2022). Effective management of such risk is vital to MNCs to maintain stable profitability and sustainability; various strategies have been employed by multinationals depending on factors like degree of risk exposure, time horizon and cost considerations as well as internal or external hedging techniques which are frequently employed by these MNCs.
Internal methods rely on operational changes within the firm and aim to balance cash inflows and outflows per currency in order to form "natural hedges" (Eiteman et al, 2016). This approach is appropriate for risks over long time frames. External methods use financial instruments available on currency markets and are ideal for short-term exposures. When selecting methods based on transaction, translation, or economic risk (Peng & Meyer, 2022), which method would best fit. Transaction risk refers to fluctuations in currency that could impact future contractual transactions, while translation risk encompasses consolidation of foreign subsidiaries' financial statements (Madura, 2022). Economic risk consists of variations in firm value resulting from fluctuations in exchange rate fluctuations that affect competitive positioning (Eiteman et al, 2017). Multinational corporations' currency risk management strategies may also be affected by factors like geopolitics, global financial crises and innovations in financial instruments.
Internal Hedging Techniques One popular internal method is currency diversification of debt, where multinational corporations denominate borrowings in multiple currencies related to assets or future cash flows in those currencies (Eiteman et al, 2016). This creates natural protection against currency fluctuations. UK-based HSBC issues tier-2 bonds denominated in Renminbi to fund mainland China operations, providing natural hedge benefits against Sterling depreciation (Reuters, 2022). Furthermore, leading assets in local currencies has natural hedge benefits (Peng & Meyer, 2017). For US firms, lending against local currencies protects interest income against depreciating against the dollar - though to achieve such leads requires changes to policies and operations to align currencies of major revenues and costs.
Other internal methods for mitigating currency risks may include revising purchase contracts, pricing strategies and production locations. Contract terms can specify payments index to production costs or set prices in stronger currencies like dollar or euro (Shapiro 2022); pricing strategies may transfer risks through currency adjustment factors to customers; moving production locations with currency advantages offers long-term solutions but incurs considerable costs; while shifting production across locations often entails significant costs but is effective long-term solutions; according to Peng and Meyer (2017) internal measures alone are ineffective at mitigating short-term cash flow risks from currency swings, so external market instruments must be implemented as short term solutions (Peng & Meyer 2017).
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External hedging transfers risks to third parties using derivative products like forwards, futures, swaps and options (Eiteman et al, 2016) in order to provide contractual protection from adverse rate movements. Forward contracts, the most fundamental type of hedge, can help manage transaction exposures (Madura, 2022). For instance, Airbus' $18 billion order backlog poses Euro-Dollar transaction risk through potential value erosion upon delivery if Euro weakens. Forward contracts offered by banks provide protection until plane orders have been delivered, while currency swaps offer future rate fixes while exchanging principal amounts, unlike forwards contracts which remain the same throughout. Swaps provide protection from both transaction and translation risk by protecting cash flows and asset values in different currencies (Eiteman et al, 2017). Multinational corporations (such as Apple) with international debt can use currency swaps to exchange dollar principal payments and interest payments with banks for alternative cash flow currencies that align better with cash flow projections (Eiteman et al, 2017).
Futures contracts are exchange-traded forwards offering standardised short-term protection, making them suitable for frequent transactions (Shapiro, 2022). Options contracts provide the right, but not obligation, to purchase or sell currencies at predetermined rates, enabling upside gains if rates change positively while capping losses (Madura & Walsh, 2022). Options hedge economic risk by protecting against potential downside currency effects while offering upside gains should foreign earnings increase due to uptick rate changes - usually 25% with forwards, 10% with currency swaps and remaining via options (Peng & Meyer 2017); complex MNCs typically hedge up to 65% of their exposures with forwards; average MNCs use forwards 33% forwards 10% through currency swaps before using options as per Peng & Meyer 2017 while large complex MNCs use all three strategies at once!
Hedging transactions are executed mainly via banks that earn fees and bid-ask spreads in exchange for providing these services, offsetting client risk via interbank trades or their own multi-currency asset-liability positions (Eichengreen et al, 2022). Because derivatives don't eliminate risk but instead transfer it partly back to banks again, counterparty credibility should always be considered when selecting hedgers; overhedging certain exposures while leaving others unprotected can have serious repercussions (Madura 2022); firms should therefore choose hedgers who best align strategies with revenue exposures.
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Currency risk strategies develop over time as financial and economic events influence exchange rate dynamics. The Plaza Accord of 1985 led to sharp appreciation in Yen values, prompting Japanese MNCs to aggressively hedge dollar incomes to minimize losses (Bekx, 1998). When currency collapsed by 40% during 1997 Asian Crisis in Korea, Korean firms used forward contracts to hedge foreign debt payments (Park et al, 2002). Rising emerging market currencies versus G7 ones is prompting multinational corporations (MNCs) to denominate exports in currencies like Renminbi. Bitcoin usage globally has also encouraged some MNCs to explore cryptocurrency-denominated transactions to mitigate exposure from fluctuating fiat currency (Peng & Meyer, 2022).
Financial engineering advances drive constant innovation that aid MNC risk management. Derivative markets now facilitate hedging of translation risk using quanto forwards and dual currency products that offer payouts linked to secondary currencies without actual exposure allowing parent firms to hedge offshore subsidiaries' values without actually incurring exposure (Horcher, 2021). Complex structured products help manage multiple currency exposures simultaneously while increased capital market sophistication has allowed wider adoption of currency risk hedging globally despite smaller firms still facing limited product knowledge or counterparty access issues (Horcher, 2021).
Regulations have an influence on MNCs currency risk strategies, as evidenced by European Market Infrastructure Regulation (EMIR), which increased reporting requirements for Irish and European firms using hedges. With more stringent compliance costs for smaller firms using hedges resulting from stricter rules (Drew, 2022), tighter regulations also sometimes limit banks' capacity to offset currency risks - so MNCs should keep regulatory aspects in mind when developing their currency risk strategies.
Economic factors, including trade competitiveness, growth rates and inflation differentials significantly impact exchange rate dynamics and currency risk. Interest rate changes can further heighten volatility; hence firms adapt hedging strategies accordingly through regular exposure revaluations; during times of crises currency swings necessitate additional hedging activity (Eiteman et al, 2016). Overall myriad financial, economic and regulatory influences play an essential part in shaping multinationals' currency risk management and hedging strategies.
MNCs' currency risk management strategies are heavily influenced by operational hedging opportunities arising from technological innovations. Many firms now employ Enterprise Resource Planning (ERP) systems and Treasury Workstations to centrally track, monitor, and analyze global currency positions (Bodnar et al, 2022). These systems aggregate real-time cash flows, receivables, payables and debt across regions for visibility into emerging risks across an enterprise. ERPs enable rapid responses through scenario planning and strategic decision support services for executing hedges more quickly. Financial technologies are revolutionizing risk analysis and execution across global locations, with 24/7 risk analysis available through straight-through processing (Dohring 2008). Algorithmic systems automatically implement hedges when exposures exceed preset limits (Dohring 2008).
Further, global value chains with their increased outsourcing of production and back office functions to overseas locations has provided additional natural hedging avenues (UNCTAD, 2022). MNCs can efficiently hedge risks across currencies by strategically placing activities across borders. Shared service centers that consolidate IT to accounting tasks into specific geographic hubs can reduce currency requirements while at the same time helping balance risks (Heimes & Bauer, 2022). As supply chains expand across currencies, structured solutions like rolling cash flow hedges and average rate options become essential in managing long-term exposures. Customized derivative cocktails tailored specifically for each revenue stream have also become common (Dohring 2008).
Geopolitical events like sanctions, wars and new free trade partnerships can have significant ramifications on currency markets and require multinational corporations to adjust their hedging strategies accordingly (IMF, 2022). Notably, China's rise globally necessitates increasing strategic importance of Renminbi in cross-border trade and finance (Liao & McDowell 2022). MNCs therefore invest more in forecasting capabilities using econometric modeling or machine learning for intelligent insights to better predict currency impacts on cash flows (Bodnar et al 2022).
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Multinational corporations employ various strategies encompassing internal operational adjustments as well as external financial instruments in order to manage their foreign exchange exposures based on current conditions and risk horizons. Internal methods offer natural long-term hedges against currency swings; however, they may not provide sufficient short-term cash flow protection against currency volatility. External derivatives like forwards, futures, swaps and options provide contractual safeguards against transaction and translation risks. Banks offer banks facilitate such hedging but also introduce counterparty risks; therefore, sound governance frameworks must be in place when working with them. When engaging banks for MNCs it is wise to combine internal balancing with selective hedging tailored towards revenue streams rather than randomly overhedging. Furthermore, they must systematically review currency risk and hedging strategies as exchange rates change with respect to financial innovations, economic factors and regulatory reforms globally.
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